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BRIEF FOR PLAINTIFF-APPELLANT 


PRELIMINARY STATEMENT 


Plaintiff-Appellant, Alan L. Spielman brought this 


action individually and on behalf of a class consisting of holders 


of common stock and convertible debentures of Armour & Company 
("Armour") who tendered such securities to General Host Corpora- 


tion ("Host") for Host debentures and warrants, pursuant to an 


Exchange Offer Prospectus ("Prospectus") which plaintiff claims 


was materially false and misleading. The action wes brought 


to recover damages sustained as a result thereof against Host, 
certain of its officers and directors and co-dealer-managers 
deemed underwriters. Plaintiff-appellant appeals from a final 
judgment, rendered after a non-jury trial, on liability only, 
before the United States District Court of the Southern District 
of New York (the Honorable Edward Weinfeld, presiding) which 
dismissed the claims of plaintiff-appellant and the entire clas~ 
which he represents on the merits and granted judgment to the 
defendant s-appellees. The Opinion of the Court is reported at 


CCH Federal Securities Law Reporter, 495,267 (Current Volume) 


and is set forth at pages 699 through 749 of the Joint Appendix. 


ISSUES PRESENTED 
1. Did the District Court err in failing to find that the 
Host Prospectus pursuant to which Host tendered its debentures 
and warcants for Armour securities was materially misleading 
with respect to the ability of ilost to control Armour ("Control 
Problem") in that: 

(a) the Prospectus implied falsely that Host, upon 
obtaining more than 50% of the common stock of Armour, would 
have operating control of Armour; 

(b) the Prospectus failed to set forth the serious 
impediment~ to Host's ability to obtain operating control of 


Armour ; 


(c) the Prospectus represented that Host 
could take certain courses of action with respect to 
Armour and its assets, without setting forth the known 
conditions and risks which could prevent Host from so 
doing; and 

(d) the inclusion of censolidated pro forma 


financial statements of Host and Ai: ur in the Prospectus 


gave false impression that Host would have operating 


control of Armour, because that is the fundamental assumption 


and basis upon which consolidated statements are presented? 


a Did the District Court err in failing to find 
that the Prospectus was materially misleading with respect 
to Host's ability to pay the interest on the Debentures 
and otherwise satisfy its needs for operating capital 
(the "Cash Flow Problem") in that; 

(a) the Prospectus failed to disclose that 
Host was relying upon projections to meet its future debt 
and debt service obligations; 

(b) the Prospectus failed to disclose that 
Host could not meet its future debt and debt service 
obligations out of internally generated funds; and 

(c) the Prospectus represented that upon 
consummation of the Exchange Offer, without more, Host 
would be able to control Armour's dividend policy and 


dispose of Armour's assets? 


3. Did the District Court err in concluding that 
even if the Prospectus was materially misleading as to the 
Control Problem and the Cash Flow Problem, said deficiencies 
were rendered harmless by statements found in the Annex 
to the Prospectus and statements disseminated by others? 

4. Did the District Court err in dismissing the 


complaint against Allen & Company? 


STATEMENT OF THE CASE 
This is an appeal by plaintiff from a judgment 
for defendants entered on August 27, 1975 in the United 
States District Court for the Southern District of New York 
after a non-jury trial before Judge eatatetd The action, 
commenced on February 6, 1973, was brought, insofar as 


pertinent to this appesl, on behalf of those security 


holders of Armour who exchanged their Armour securities for 


debentures and warrants of Host pursuan: to the Prospectus 
2/ 


declared effective January 30, 1969.~ The action was tried 

against Host; certain of its officers and directors, including 
Richard C.Pistell, Chairman of the Board, and Harris J. Ashton 
("Ashton"), president and a director of Host and a member of the law 
firm of Lovejoy, Wasson,Lundgren & Ashton (counsel for Host on 


eS ————— need 


1/ The trial was limited to the issue of liability. 
Z/ The action was certified as a class action and notice 
duly giver to the class members, 


the Prospectus and in the trial of this action); Allen 

& Company, Incorporated ("‘Allen, Inc."), co-dealer manager 
of the Exchange Offer and Allen & Company ("Allen Co.”), 
an affiliate of Allen, Inc., which plaintiff contended 
controlled, aided and abetted, and was an “alter ego" of 


Allen, Inc. 


Plaintiff alleged that the Prospectus was 
materially false and misleading in violation of Sections 1'19(b) 
and 14(e) of the Securities Exchange Act of 1934, 15 U.S.C. 
Section 781(b) and 78n(e); Rule 10b-5, 17 C.F.R. Section 240.10 b-5; 
and Section 17(a) of the Securities Act of 1933, 15 U.S.C. 
Section 17q. At trial, on the issue of liability only, 
plaintiff's claims were narrowed to the adequacy of disclosure 
with respect to Host's ability to obtain operating control 
of Armour and Host's cash-flow problems, both of which vitally 
affected the value of Host's securities offered in the exchange. 
The District Court held that the Prospectus was not materially 
misleading, but, even if it was, any defects were cured by 
other materials published or disseminated outside the Prospectus 
by Host and aia The District Court's decision was based 


on stipulated or uncontested facts. 


In May, 1973, the Securities and Exchange Commission 


("the SEC") had instituted a related action, Securities Exchange 


a ee oO 


Commission v. General Host Corporation, et al., (S.D.N.Y.73 Civ. 275), 


37 The case was dismissed against Allen & Co. at the conclusion 
of the trial on the ground that it was not liable for issuance 
of the Prospectus. 


seeking injunctive relief an disgorgement against the 
defendants here and others, -.lleging, inter alia, that 

the Prospectus was materially false and mis- 

leading. That action was also assigned to Judge Weinfeld. 
It was termianted by consent decrees, including creation of 
a $300,000 fund to be paid by Allen, Inc., for the benefit 


of the Armour security holders who made the exchange. 


In an earlier related action, Armour & Company 
and McClure Kelley v. General Host Corporation, et al., 
(S.D.N.Y. 69 Civ. 279), filed on January 23, 1969, 
Judge Weinfeld denied plaintiffs' application ior a preliminary 
injunction, seeking to enjoin the Host Exchange offer.~ when 
that action was commenced only a preliminary prospectus had 
been produced. It did not contain the langueze in the final 
Prospectus central to the issues here. Moreover, Judge Weinfeld 
recognized at the trial of this case that control was not an 


5/, 6/ 
issue before him in the Armour case. (JA 34). ~ 


4] Armour & Co. v. General Host Corp., 296 F. Supp.470 
(S.D.N.Y. [969). 


5/ In any event, denial of a preliminary injunction, 

- even if it were in the same case, would not carry any 
weight at the final hearing on the merits. The Armour 

case was dismissed on stipulation of the parties, 

approved by the District Court, despite the fact 

(i) that it was, in part, a class action on behalf of 
Armour's shareholders, (ii) that no determination was 

made that it was not a proper class action, and (iii) that 
no notice of the dismissal was given to the class pursuant 
to F.R.C.P. 23(e). 


This action was subsequently terminated by consent 
of the parties. 


References are to the Joi Appendix. 
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STATEMENT OF FACTS 


Syncpsis of Fvents 


This action arises out of the attempted takeover of 
Armour by Host in February, 1969, Host, a company with 


sales and assets approximately one-fourth of those of 


Armour, sought to gain control of Armour by acquiring 


Armour securities in a registered exchange offer (the 
“Exchange Ofter") in which Host offered to exchange ics 
newly created 7% debentures (the "Debentures") and common 
stock purchase warrants (the "Warrants") for Armour common 
stock and convertible debentures. Although Host was opposed 
by the Armour management and faced with a competing cash 
tender offer by a subsidiary of the Greyhound Corporation 
(‘Greyhound"), Host, nevertheless, acquired approximately 55% 


of Armour, with Greyhound acquiring approximately 32%. 


The attractiveness o1 the Host offer, in view of 
Greyhound's<«*.h tender offer, was predicated upon Host's 
obtaining operating control of Armour. Host needed the 
Armour assets to support the large amount of debt it proposed 
to issue in the Exchange Offer and needed the Armour cash flow 
to help it pay the interest on that debt. Without that control, 
the Host Debentures would be backed only by Host's relatively 
meager operating assets and its interest in Armour's securi- 
ties, an asset whose saleability at an adequate price would 


be in jeopardy. Similarly, without control of Armour, Host's 


cash flow would not include t e Armour earnings, but only 


the dividends, if any, that might be paid on the Armour 
stock owned by Host 

Host, how ver, was not able to obtain operating control 
of Armour because of several foresceable factors, including the 
staggered board and cumulative voting provisions of the Armour by- 
laws, the continued opposition of Greyhound and the Armour manage- 
me.t,and Host's own overextended credit. The Armour by-law provi- 
sions limited Host to electing but 4 of 17 of the Armour dir-ctors 
at the 1969 annual meeting, thereby providing the Armour manage- 
ment and Greyhound with additional time to fortify their control- 
ling position. Moreover, the differential in the funds available 
to Greyhound « Armour, on the one hand, and Host, on the other 
hand, placed Host at an extreme disadvantage in a protracted 
battle for operating control. 

Host's inability to obtain operating control of Armour, and 7 
the importance of that fact, was confirmed by Aller. Inc. when it 
recommended that Host sell its Armour hc:dings to Greyhound within 
only a few months following the Exchange Offer. This sale resulted 

a loss to Host of approximately $51 million, which in turn 
caused a catastrophic drop in the market price of the Host Deben- 
tures and Warrants issued to the former Armour security holders 


in the Exchange Offer. } 


The risk that Host would not ve able to obtain operating 
control of Armour, although fully foreseen by the defendants, 
was nowhere disclosed in the Prospectus. On the contrary, 
the Host Prospectus gave the false impression that Host would 
77 Host had been attacking the manner in which “rmour had been 
maraged and, in effect, was requesting Armour vecurity holders to 


give Host's management the chance to demonstrate their ability 
to improve Armour's performance 


- 8. 


be able to take certain actions which were predicated upon Host'"s 
obtaining operating control without disclosing that there were 
serious obstacles to its obtaining such control. Nor did the 

Prospectus give warning that Host was relying upon projections 


to meet its future debt and debt service obligations. 


Background of the Exchange Offer 
ver 1968, Host acquired 1,0\'?,500 


Between August and Nov: 


shares of Armour common stock, representing approximately 16-1/27% 
; (JA.655) 8/ 
of Armours thén outstanding shares (Stip.25). In consideration 


for these shares, Host paid an aggregate purchase price of 


$59,381,830, plus a warrant to purchase 175,000 shares of Host 
(JA.827) 9/ 
common stock. (Pres.p.8). In order to make these purchases, 
(JA.654-655) 
Host had borrowed in excess of $60 million (Stip.23 and 25), 


placing an obvious strain on Host's credit. At that time, Host's 
(JA. 854) 
net worth was only $37.5 million (Pros.p.17). 


These initial purchases of Armour stock had been made 


pursuant to a written master plan developed by H»ost in October, 
(JA 654) 
1968 (Stip. 25) for the takeover of Armour (the "Master Plan"’). 
(JA 814-819) 10/ 
This Master Plan (PL.Ex.8) was over 150 pages in length and 


spelled out a six phase sirategy by which Host would take over 


Armour, merge their companies and integrate their operations. 


er 


8/ References to the pretrial stipulations of the parties 
Incorporated in the pretrial order will be noted herein as 
"Stip."' and followed by the appropriate paragraph number in 
the Pretrial Order. 

9/ References to the Prospectus (Plaintiff's Ex.23) will be 
noted herein as "Pros."' and followed by the appropriate page 
number. 

10/ References to Plaintiff's and Defendants’ exhibits before 
the tri» l court will be noted herein as "P1l.Ex."' and "Def.Ex." 
and followed by the appropriate exhibit number. 


Host's purchases of Armour stock during the Fall of 1968 consti- 


tuted the first three phases of the Master Plan. Phase Four 
called for an exchange offer designed to lift Host‘s ownership 
of Armour to the 40-51% level. The Master Plan envisioned that 


a 40-51% block would be sufficient to permit Host to merge into 


11/ 
Armour, which constituted the fifth phase of the Master Plan. . 


The Master Plan also contained a chapter (VI) entitled 
"Legal Implication" in which a number of legal hurdles were 


discussed. In particular, the Master Plan identified as a 
serious problem Armour's hy-law and charter provisions regarding 
(JA 815-316) 

the election of directors (PL. Ex.8): 


"The Board of Directors has seventeen members 
divided into three classes. Each director has a 
three year term of office. Six directors come due 
for election in 1969, five in 1970 and six in 1971. 
Voting for directors need not be by ballot. 


Voting for directors is cumulative pursuant 
to the Certificate of *ncorporation and By-Laws. To 
determine the minimum number of shares needed to 
insure a given number of directors the following 
formula may be used: 


x = ac +1 
b+I 

> minimum number of shares required, 

assuming that all outstanding 

shares are voted 

total shares 

= number of directors desired to elect 
- number of directors to be elected 


Assuming all outstanding shares are voted, the 
following numbers of shares would be needed to elect 
the following numbers of directors in 1969: 


11/ This estimate was made before Greyhound announced its 
competing tender offer. 


Number of Directors Shares Needed 


854,259 
1,728,513 
2,592,769 
3,457,024 
4,321,280 
5,189,586" 


Because of these provisions, Host recognized that there 
might be difficulties in obtaining control of Armour. Furthermore, 
these provisions for the election of Armour directors could not be 
-eadily circumvented even if Host obtained a majority of the 
Armour shares, because such changes themselves seemed to require 


Board approval. Thus, the Master Plan noted (JA 819) : 


"Amendment of By-Laws 


Section 109 of the Delaware General Corporation 
Law provides that the power to amend By-Laws shall be 
in the stockholders; this Section also provides, how- 
ever, that the corporation may in its Certificate of 
Incorporation confer that power upon the directors. 
The Armour Certificate of Incorporation gives that 
power to the Board of Directors. 


It is not clear (a) whether the Armour Certificate 
of Incorporation could be construed to purport to ’ 
take all power to amend By-Laws away from stockholders, 
and (b) whether, if so construed, the Certificate of 
Incorporation would be in compliance with Delaware Law. 
Armour may be expeeted to contend that the By-Laws may 
be amended only by its directors and not by its stock- 
holders. While the answer to the question is not clear, 
however, preliminary review indicates that there is a 
substantial likelihood that action taken by a majority 
of the stockholders at an annual meeting to amend the 
By-Laws to, for instance, increase the number of 
Armour directors would be held to be binding upon the 
Corporation." ’ 


atin 


Lastly, the Master Plan pointed out GA 819) thet under 
Delaware law a merger required the approval of the holders of 
two-thirdsof the outstanding shares and that shareholders did not 
have the right to initiate a merger or to call a special meeting 


of shareholders. 


In response to the then apparent Host threat. Armour sought to 


acquire Williams Bros. through the issuance of additional Armour 
shares, which would have reduced Host's 16 1/2% interest in Armour 
to a 9% or 10% interest (JA. 232-442! Glynn, Host's Comptroller, 
testified that "the proposed merger with Williams Bros. Company 
was the predominant reason why General Host decided that it had 

to increase its investment [in Armour])" (JA, 233). Thus, in 
mid-December, Host decided to proceed with Phase Four and an- 
nounced its intention to make an exchange offer for Armour stock 


(JA 657) 
(Stip. 33 and JA. 393). 


The Armour management next sought to involve regulatory 
agencies. Tuey persuaded the Justice Department to 
bring an injunctive action against Host on the grounds that its 
acquisition of the Armour stock would result in an acquisition of 
operating control and would therefore violate a 1920 antitrust 
consent decree (the "Packers Decree") to which Armour was subject. 
This action (the "Antitrust Actior') was brought and tried in the United 


States District Court in Chicago before Judge Hoffman. 


12/ This acquisition was subsequently cancelled on December 30, 
1968. 


Host contested the Antitrust Action as being premature, arguing that Host's 


ability to gain control of Armour was in substantial doubt. In 
support of this contention, Host submitted an affidavit of its 
President, Harris J. Ashton, sworn to on January 23, 1969 (the 
"Ashton Affidavit"), which enumerated the many obstacles in the 
way of Host's quest for control of Armour and read in part as follows: 


"2. The Government's application for an order 
restraining General Host's proposed exchange offer 
should be denied at this time as premature. Tne 
Government alleges that control of Armour by General 
Host is prohibited by the Packer's Consent Decree 
and that such control is imminent. In fact, however, 
control of Armour by General Host is fa. from imminent 


and it may never occur. Although General Host is 
currently Armour’s largest stockholder, its present 
holdings do not give it control of Armour and are 
sufficient only to enable it to obtain minority 
representation on Armour's Board of Directors. This 


point is explained in more detail later in this af- 
fidavit. g 


& & @ 


10. Even if General Host acquires a controlling stock 

interest in Arr our through its exchange offer, it does 

not appear possible under Armour's present Certificate of 
Incorporation and By-Laws, for General Host to elect a 
majority of Armour's directors at the 1969 Annual Meeting 
which is presently scheduled to be held February 21, 1969. 
It_ray not be possible for General Host to _control Armour 
by electing a majority of its directors prior to_ the 1970 
Annual Meeting. 


ae 


12. Moreover, only six of Armour's present 
seventeen directors are standing for election at the 
forthcoming Annual Meeting. Therefore, even if every 
presently outstanding share of Armour stock were tendered, 
it docs not appear presently possible for General Host 
to elect more than six directors out of seventeen in 1969. 
Of course, it is highly unlikely that all outstanding 
stock will be tendered. Certainly, General Host has no 
reason to suppose that Armour's present management will 
tender its stock. Therefore, realistically, General Host 
cannot expect to own enough stock to elect more than four 


or possibly five directors at the 1969 Annual Meeting, 
even if General Host obtains valid proxies to vote 
the stock from all persons who tender to it. 


13. Not only may General Host have only a minority 
position on Armour's Board during 1969 regardless of the 
extent of its ownership of Armour stock, but in addition, 
General Host may very well have no representative at all 
on the Executive Committee of che Board. Armour's By- 
Laws provide for an Executive Committee which is elected 
by the directors and which presently consists of eleven 
of the seventeen directors, including the Chairman and 
the President. This Executive Committee may exercise 
most of the powers of the Board of Directors in the 
management of the business and affairs of Armour, 
including the hiring and firing of employees. The 
present management clearly controls the members of 
the Board and the Executive Committee. 


14. So long as th present management retains 
a majority position_on t.. Board of Directors and the 
Executive Committee, it can continue to control and 
operate Armour for a considerable period of time. 
Thus, even assuming that General Host acquires a 
majority stock interest in Armour through the ex- 
change offer, it may {not] control Armour for a 
considerable time." 


2 


22. Reports have reached us from time to time 
that Armour's present management is very anxious to 
control by General Host. Since Armour's present 
ment has already sought possible acquisitions in 


Ss 


y Armour stock, there 1s every reason to 
Sose that they will continue to look for tuture 
en _ mene. Sree, cma «| a ans yeaa * 
acguisitions to dilute General Host _$ interest and 


perpetuate their own control of Armour. peeeets 


added) (Pl. Ex. 21, pp. 600-68, JA 766-768, /71). 
This affidavit, executed only five days before the Exchange 
Offer, shows that Host understood each and every one of the obstacles 


to control which it chose to omit from the Prospectus. On the basis 


of this affidavit, Judge Hoffman on January 21, 1969 denied the 


Government's petition to enjoin the Host Exchange Offer. 


As indicated in paragraph 22 of the Ashton Affidavit, the 


vigorous opposition of the Armour management was clear to 
Host. Glynn testified that he and the other members of 
the Host management were well aware of the opposition of 
the Armour mangagement to any involvement by Host in 
Armour's affairs. (JA. 222) Armour management had refused 
to meet with representatives of Host to discuss the possi- 
bilities of merger or Host's participation on the Armour 

(JA. 655) 
Board (Stip. %26); and Ashton, Herbert A. Allen (of Allen Co. 
and Allen Inc.) and Glenn testified (JA, 223, 261 and 417) that 
Host might have to resort to amending the Armour by-laws and 


increasing the size of the Armour Board in order to get 


operating control. Furthermore, Glynn testified that Host 


felt that Armour's management "was prepared to do anything 


regardless of whether or not it w2e detrimental to the interest 
of all Armour shareholders to dilute the Generai Host stock 


position in the Company” (Armour). (JA. 232-3) 


The Prospectus 


On December 30, 1968 (while the Antitrust Action was 
(JA. 924-1022) 
pending) the original version of the Prospectus (Def. Ex.A-18) was 
(JA, 658-659) 
filed with the SEC (Stip. 37). 


Armour obtained a copy of the preliminary prospertus and 
complained to the SEC (as well as the various state 
securities commissions) that the -celiminary prospectus 


failed to adequately disclose (i) the serious antitrust pro- 


blems posed by the Host Exchange Offer and (ii) the potential 


Cash Flow Problem which Host might create by issuing the 
(JA. 1075 and 1076) 
Debentures. (Def. Ex. A-22 and A-23). 

Furthermore, on January 9, 1969 and again on 
February 10, 1969 the Armour management sent letters to the 
Armour shareholders which were also published in the Wall Street 

(JA. 1083, 1084, 1422 and 1439) 

Journal. (Def. Ex. A-25, A-26, A-63 and A-65). These letters 
dealt with the antitrust problem and with the Cash Flow 
Problem, but not the Control Problem. In fact, they assumed 
that if Host obtained a majority of the Armour shares, i* would 
control Armour, 

On January 21, 1969 (while the SEC was still con- 
sidering the Host preliminary prospectus), the Armour management 
received a setback. Judge Hoffman refused to enjoin the Exchange Offer 
on antitrust grounds Two days later, Armour commenced its ow action, 
Armour _and Company v. General Host Corp., (S.D.N.¥. 69 Civ. 279), 
secking to restrain and permanently enjoin the Exchange — 558) 


alleged misrepresentations in the preliminary prospectus (Stip. 39). 


On January 26, 1969, Judge Weinfeld declined to issue a temporary 


restraining order; and on February 7, 1969 Armour's motion for 
a preliminary injunction was also denied. 13! 

In the meantime, on January 27, 1969, Greyhound 
announced its cash offer for $65 for each share of Armour 

(JA 660) 

common stock (Stip, 43). The Greyhound offer was an ominous 
event to Host. Day, a Host vice president, testified that "when 
Greyhound entered the picture...we knew - or I believed that 
that would lessen the possibility of getting a number such as 
SOR°( JA. 3223). a Bettauer of Price Waterhouse & Co. (Host's 
auditor) testified that he had had conversations with Glynn, 
Kingsley (Host's Treasurer) and Day from which he had concluded 
that Hoct would be in "an untenable position" if it acquired 
55 or 57 percent of the Armour stock". (JA. 164). Bettauer had also 
concluded that “it was apparent that if they (Host) obtained a 
majority but less than 80%, that they would be headed for a 
difficult time." (JA. 148). 

At about this timc, the SEC inquired into whether or 
not Host had sufficient cash flow "to meet its debt service 
requirements" (Glynn testimony, JA. 481). In response, and 
only a few days after Host submitted the Ashton affidavit to 
Judge Hoffman, Host prepared an amendment to its preliminary 


(JA 1329-1405) 
prospectus (Def. Ex. A-46) in which it inserted two additional paragraphs 


[37 As noted, at page 6, supra, Judge Weinfeld did not consider 
that the control question was before him in that proceeding. 
The proceeding had been commenced before the language on page 9 
of the final Prospectus (on which the present action focuses) 
was inserted. 


14/ Host needed 80% of the Armour shares in order to enter into 
a tax sharing arrangement with Armour, which would greatly 
augment Host's cash flow. 


under the caption "Other Aspects of the Exchange Offer", 

a section which had previously dealt with certain mechanics 
of the Exchange Offer, the accounting treatment to be 
accorded to Host's acquisition of Armour shares, and Host's 
intended use of proceeds from any exercise of the 


Warrants. (JA. 465-466) These paragraphs read as follows: 


“General Host intends to act promptly both 
before and after consummation of the Exchange Offer 
to obtain control of the board of directors and 
management of Armour. In this connection it may 
engage in the solicitation of proxies for the 
election of directors of Armour and other matters, 
both at the February 21, 1969 annual meeting of 
Armour and Company and otherwise. 


"General Host may find it desirable upon 
consummation of the Exchange Offer to propose to 
Stockholders of the relevant corporations a merger 
or consolidation of it or its present or future 
subsidiaries with Armour or certain of its svb- 


sidiaries, or General Host may find it desirable 
to dispose of portions of the assets presentlL 


eld it or by Armour. If no such merger or 
consolidation occurs, and if General Host has not 
acquired more than 80% of Armour's Common Stock, 
which would allow it to enter into tax-saving 
arrangements, General Host may find it necessar 
or desirable to increase the dividend paid on 
common stock by Armour, or to incur new inde ted- 
ness Or issue additional equity securities.” 
(Emphasis supplied) (JA. T3395) A 


Thus, in answer to the SEC's inquiries as to Host's 
ability to pay the interest on the Debentures, Host had 
conveyed the impression that Host would be able to satisfy 
its cash flow requirements out of the Armour assets, implying 
that it would gain operating control of Armour as 4 
result of the Exchange Offer and that operating control 
would permit Host to increase Armour's dividends and sell 


Armour's assets thereby benefiting Host. 


Concurrently, a meeting was helc with the SEC staff 
in which Host sought to convince the staff of the adequacy of the 
new language. ‘To this meeting, Host brought a cash flow analysis 
for the calendar years 1969 and 1970. Glynn testified that 
the analysis presented to the staff showed that Host would 
have a positive cash flow of $5.6 million in 1969 and $2.9 million 
in 1970, assuming that Host acquired 51% of the Armour stock, 
(JA. 897) 
(Pl. Ex. 24; JA. 481). Glynn also testified "If we (Host) 
had internal cash flows, which we were relying on that showed 
a negative cash flow, I presume the SEC would have insisted 
on some form of disclosure." (JA. 491-492). The cash flow 
analysis, however, made no provision for capital expenditures 
which were $8 million and $6 million during the preceding 
two years. (JA. 241 and 242). Nor did it provide for the 
repayment of a $9.4 million loan becoming due in August of 1969. 
(JA. 237). Had these factors been taken into account, the 
analysis would have revealed a negative cash flow. 

Furthermore, this analysis had as its basis earnings 
projections furnished by Host's various operating divisions (JA. 


477) which projected a 35% increase for 1970, the first year in which 


Host was to pay both semi-annual interest payments on the 


Debentures. Yet it contained no provision for additional 


working capital that might have been required to achieve a 


157 The District Court stated that this was"'obvious"at 
the trial. (JA. 239). Glynn had testified that had the 
historical earnings of Host been used the analysis also 
would have shown that Host could not pay the interest on 
the Debentures out of internal cash flow (JA. 323-324). 


35% increase in earnings. 

Based upon the data supplied to it by Host, 
the SEC declared the Prospectus effective on January 30, 
1969 with no additional disclosures regarding the Cash Flow 
Problem. Thus, the final Prospectus gave the illusion that 
Host would have no difficulty in servicing the Debentures. 
The Prospectus also gave no indication that Host might face 
serious difficulties in obtaining operating control of Armour 
even if it acquired a majority of the Armour shares. Indeed, 
there was no mention of the many obstacles to control which 
Ashton had detailed in his affidavit in the Antitrust Action 
executed only six days eee In fact, the only disclosures 
in the Prospectus which might have indicated the existence of 


the Control Problem was a reference to Armour's staggered 


board and cumulative voting provisions found in the back 
1 


of the Prospectus on pages 8 and 9 of the Annex. 


———————— antl ne 


16/ The Prospectus avoided every opportunity to acknowledge 

the existence of the Cash Flow Problem and the Control Problem. 
Even the discussions of the Antitcust Action and the Armour and 
Kelley action on pages 8 and 9 of the Prospectus did not detail 

the STlesations of the complaints but merely stated that injunctive 
relief had been denied. 


17/ The reference to Armour's staggered board and cumulative 
voting provisions came 44 pages after the relevant language on 
page 9 of the Prospectus and without benefit of cross-reference 
or explanation as to its bearing on the Control Problem. 


On the contrary, the Prospectus left the dominant 
impression that if Host acquired a majority of Armour it would 


achieve operating control of Armour. The newly added lan wge 


to page 9 of the Prospectus (quoted on p. 18 supra) assumed 


that Host would have control of Armour. When asked about this 
language, Glynn testified that "There is a presumption of con- 
trol in all of these statements there." (JA. 229-230) — 
Furthermore, the Prospectus contained pro forma financial state- 
ments consolidating the balance sheets and income statements of 
Host and Armour. This consolidation depicted Host as owning the 
Armour assets. Bettauer, Host's auditor, testified that such a 
consolidation is only appropriate where there is an operating 
control relationship (JA. 153); and Glynn testified that the SEC 
requires that "the assumptions upon which the statements are 
prepared be set forth clearly." (JA. 219). Yet, the Prospectus 
included the pro forma consolidated financial statements which 
were premised upon the assumption that Host would gain operating 
control of Armour if it acquired a majority of the Armour 

stock without disclosing that there was substantial obstacles 

to that control, thereby rendering the consolidated presenta- 


tion misleading. 


18/ Moreover, because Host, as a majority share- 
holder of Armour, would be in a fiduciary relationship 
to the remaining Armour shareholders, it is doubtful 
that Host would have been legally able to use the 
Armour assets for its own benefit even if it did 
obtain operating control. 


The Exchange Offer and its Aftermath 


tiost began distributing the Prospectus on January 31, 
1969 in competition with Greyhound's cash tender offer, which 
had been raised to $7? per share of Armour common stock. 

As a result of its Exchange Offer, Host acquired 51% of the 
Armour common stock plus Armour convertible debentures, which 
if converted would have increased Host's holdings in Armour 

TA 5 
(scip. 49). Greyhound captured 32% of the Armour common 
(JA 662) 19/ 

stock from its tender offer (Stip.51l). Six Amnour board seats 
became vacant at the annual meeting on February 21, 1969; Host 
elected four diré .s and Greyhound elected the remaining two. 
Thus, Host had won less than 25% of the seats on the Armour Board 
and con*rol appeared two years away, at best. Although Host 
proposed a resolution amending the procedure for electing 
directors, that resolution was declared out of order and Host 
never took its fight to the courts. Both Day and Ashton testifi-d 
that Host had hoped that if it acquired more than 50% of the Armour 
stock, the members of the Armour Board would resign in favor of 
Host nominees. (JA.107 and 416). This was not to be the case. 

As Ashton had predicted in his affidavit in the Antitrust 
Action, mere ownership of a majority of the Armour shares did not 
give Host operating control, the power to sell Armour assets, 
increase Armour dividends or manage Armour. Tlie Armour board 
still remained in power and in a position to issue additional 
shares which would erode Host's majority interest. Furthermore, 
Greyhound had acquired 32% of the Armour stock - providing a 
base on which to build a new majority. 


19/ By January 31, 1969 it was already known to Host that Greyhound 
had obtained 20% of Armour and that an & % consolidation was 
impossible. 


a i 


Shortly af*er the Armour shareholders’ meeting, Host tried 
to ascertain tri cost of waging a war of attrition, i.e., main- 
taining the status quo and hoping that in time it would take over 
the Armou ‘ard. Day testified that at the request of Ashton 
he prepared an analysis of Host's additional cash requirements 
under the assumption that it would take two to three years to 
merge the two companies(JA. 128). This study estimated that Host 
would need an additional $40 to $50 million to pursue this stra- 
tegy. (JA. 128). This course of action would not only have been 
costly but also risky since there was no assurance that Host 
could ever achieve operating control under the circumstances. 
Indeed, Allen Inc. in October 1969 pointed to this "continued 
uncertainty as to control of Armour" as a reason for recommending 

(JA 903-908) 20/ 
that Host sell its Armour block. (P1.Ex. 59). 

To extricate itself, Host first offered to acquire Grey- 

hound's position, but founc the price ($82 per share cash) too 


high. (JA.436). Ashton testified that Host then tried to borrow 


$150 million to effect this deal but was turned down by the banks 


(JA.436). Face+ with an intransigent Greyhound, a debt of $9.4 

million becoming due within a few months and an eroding credit 

market, Host, Like a victorious Napoleon in Moscow, opted to 
21/ 


retreat. Host, at great expense anu risk, had acquired more than 


50% of the Armour common stock, but was too small and overextended 


20/This exhibit was admitted only as against Allen Inc. 


21/All of these factors had been foreseen by the defendants, but 
no warning of them was given to the plaintiff class. 


to convert that victory into control of this sleeping giant. 
Consequently, on June 24, 1969, Host announced an agreement 
in principle to sell its interest in Armour to Greyhound 
(JA.662) 

(Stip.53). 


Host was now on the run, In the months of negotiation 


that followed, owing to its extremely vulnerable position, 


Host yielded further so that the final agreement (executed on 
(JA.662) 
October 27, 1969 (Stip.53) provided for a reduced purchase 


price consisting of approximately $77 million in cash, $36.5 
million notes, 800,000 shares of Greyhound $5.00 convertible 
preferred stock and 4,250,00U varrants to purchase Greyhound 
common ie eas De Host, a company with net assets of 

a} proximately $37.5 million came to lose approximately $51 
million on its investment in the Armour stock (Pl. Ex.85 p. 
16), an investment made with the money of Armour shareholders 
to whom the loss was passed in the form of reduced ;rices of 
the Host Debentures and Warrants. Thus, as in war, the 
inhabitants of the land on which the generals chose tu fight 


became the principal victims of the battle. 


POINT I 


The Scope Of Review 

The controlling facts on which plaintiff relies are 
not in dispute, having been either stipulated, or contained in 
documents, or in uncontroverted testimony. This Court is, therefore, 
not limited to the "“un_ess clearly erroneous" standard of review. 
"Any other position would run counter to this court's long held 
view that application of a legal standard to the facts is not ‘a 
finding of fact.' See Mamiye Bros. v. Barber S.S. Lines, Inc., 360 
F. 2d 774, 776-778 (2d Cir.), cert. denied, 385 U.S. 835, 87 S. Ct. 
60, 17:L. Ed. 2d 70. (1966), citing many cases; In re Hygrade 
Envelope Corp., 366 F. 2d 584, 588-589 (2dCir. 1966) (reasonable 
cause to believe debtor was insolvent)." Danielson v. Jo.nt Board 
of Coat, Suit & Allied Garment Workers Union, 494 F.2d 1230, 1244 
(2d Cir. 1974). 

" ... (Wlhen the issue is the application of a legal 
standard to fact undisputed or reasonably found, reversal is 
not limited to results that are “clearly erroneous"; it is 
enough that the appellate court should be convinced, as we are 
here, that the result does not jibe with the applicable rule 
of law." In re Hygrade Envelope Corp., 366 F.2d 584, 588 (2d 


Cir. 1966). See also, Republic Technology Fund, Inc. v. Lionel 


Corporation, 483 F.2d 540, 545 (2a Cir. 1973), cert. denied, 


415 U.S. 918 (1974), Chris-Craft Industries, Inc. v. Piper 
Aircraft Corp., 480 F.2d 341, 364 (2d Cir.), 


0.8. 910 (1973). 


POINT IL 


The District Court Erred in Finding That The 
Prospectus Was Not Materially Misleading With 
Respect To The Control Problem 


Control was at the very heart of the Armour share- 


holders' choice between accepting Greyhound's $72 cash offer 


or Host's offer of its Debentures and Warrants. If Host 


gained operating control of Armour it became a company with 
$735.5 million in assets to munage; if it did not control 
Armour, it merely had $79 million in operating assets 

and an investment in Armour securities. 

The importance of control, however, went teyond the 
assets that would be underlying the Host Debentures. Host 
had tried to project itself as having skilled management 
that could transform Armour from a rather stodgy old-line 
meat packer into a highly profitable and dynamic corporation. 
Thus, McDowell in officer of Allen, Inc. working with Host 
on the Exchange Offer, characterized the Exchange Offer as 


follows. (JA. 287-288): 


Al 


(B)ut management of General Host 

comes along and says to Armour shareholders, 
okay, we will offer you a piece of paper 
whereby you will get on an annual basis 
interest which was more than you are getting 
as a dividend, considerably more in this case, 
and I will take over your company, and it 

is my belief that with the people that we 

have and the ideas that we have that we can 
make that company move forward better than the 
present management that has demonstrated that 
it hasn't been able to do this very well." 


Even if Host acquired a majority of the Armour stock 
in its Exchange Offer, it found enormous obstacles in gaining 
operating control of Armour. As indicated in the Master Plan 
(sometimes referred to as the "Black Book" or ‘''General Host 
Confidential Study of Armour") and in the Ashton Affidavit, 


Armour had 2 staggered Board and cumulative voting so Host 


could not take immediate contro. of Armour without the cooperation 


of the Armour Board and there was little prospect of that. Fur- 
thermore, Host knew that as long as the Armour management 
remained, Host's voting control was in jeopardy, as Armour had 
already sought to make two stock-for-stock acquisitions which 
would have substantially reduced Host's ownership interest in 
Armour. 

Far from warning the Armour shareholders (i) that Host 
might not get operating control of Armour, or (ii) that Host 
might have to engage in a protracted court battle over whether 
the Armour Board had the exclusive right to modify the Armour 
by-laws, or (iii) that Host would have to buy additional Armour 
shares after the Eychange Offer in order to protect its majority 
stock position, the Prospectus gave no warning that Host might 
face serious obstacles to securing operating control of Armour 
even if it obtained more than 50% of the Armour common stock. 
On the contrary, it merely stated that: 

"General Host intends to act promptly 
both before and after the consummation 
of the Exchange Offer to obtain control 
of the board of directors of Armour and 
management of Armour. In this connection, 


it may engage in the solicitation of 
proxies for the election of directors 


of Armour and other matters, both at 
the February 21, 19609 annual meeting 
of Armour and Company and otherwise." 


This language suggests that if Host obtained more 


than 50% of the Armour shares, all that stood between 


Host and control of Armour were technical legal steps. 


The Armour shareholders could not possibly have under- 
stood from such language that Armour might be required 
to invest an additional $150 million in order to secure 
operating control of Armour. 


In the very next paragraph, Host went on to state: 


"General Host may find it desirable upon 
consummation of the Exchange Offer to 
propose to stockholders of the relevant 
corporations a merger or consolidation 

of it or its present or future subsidiaries 
with Armour or certain of its subsidiaries, 
or General Host may find it desirable to 
dispose of portions of the assets presently 
held by it or by Armour. If no such merger 
or consolidation occurs and if General Host 
has not acquired more than 80% of Armour 's 
Common Stock, which would allow it to enter 
into tax-saving arrangements, General Host 
may find it necessary or desirable to in- 
crease the dividend paid on common stock 

by Armour, or to incur new indebtedness 

or issue additional equity securities." 


As Glynn testified, the presumption behind the suggestions 
that Host would (i) merge the two companies, (ii) dispose of 


certain Armour assets or (iii) increase the Armour dividends 


was that Host would be in control of Armour. (JA. 229-230). 


Furthermore, Host also included pro forma financial 


statements (both income statements and balance sheets) 
showing a consolidation of Host and Armour, with Armour 
owning 51%, 60%, 80% and 100% of the Armour stock. Although 
beth of these statements were preceded by narrative para- 
graphs which purported to explain their underlying assumptions 
and were followed by explanatory notes, nowhere was it 
stated that these statements would depict Host only if it 
were able to obtain operating control of Armour. Bettauer, 
Host's auditor, testified (JA. 153), and the AICPA's Accounting 
(JA.757-760) 

Research Bulletin No. 51 (Pl. Ex. 1) confirms, that it is 
wholly inappropriate to consolidate the financial statements 
of two companies (even if one owns more than 50% of the stock 
of the other), unless one has the power to control the 
operations of the other. Although the pro forma financial 
statements would have been appropriate had Host achieved 
operating control, to include them without stating that 
assumption was clearly misleading. In this regard, Glynn 
acknowledged that the SEC required that "the assumption 
upon which (pro forma) statements are prepared must be 
set forth clearly." (JA. 219). 

The District Court failed to grasp the significance 
of the Control Problem, viewing it merely as being a part 
of the Cash Flow question and important only insofar as it 


related to Host's ability to pay the interest on theDebentures. 


Thus, the Court observed: 


"[t]Jhe evidence reveals, and plaintiff's 
own amended complaint confirms, that 
the primary issue at the time of the 
exchange offer was General Host's 
ability to meet its debt obligations 
under the debentures to be issued to 
Armour security holders pursuant to the 

oe offer. The control issue- 


weaxhe r_or_when General Host could get 


control of Armour - was su 
Fae eo PRTe cash Elow 3 issue and but 
"(emphasis supplied) {Opinion p,11,JA. 


The control question had far greater significance. It 
was not merely a subordinate wrinkle to the Cash Flow 
Problem. It was at the very heart of whether there was 
any substance behind the paper Host was issuing in 
competition to Greyhound's cash offer of $72 a share 
and whether Host's management would operate Armour. 

In Alaska Interstate Co. v. McMillian, CCH Fed. 

Sec. L. Rep. 495,276 (D.Del.1975), decided after Judge 
Weinfeld's decision here, Judge Stapleton was faced 

with facts closely paralleling the facts in this case. 
Contrary to Judge Weinfeld's decision, he held that 
failure to disclose impediments to control was materially 
misleading, and granted injunctive relief. 

In the Alaska Interstate case, the tender offeror 
had failed to disclose restrictions imposed in voting 
trust and joint venture agreements and the existing dispute 
between the contestants as to the meaning of those 


provisions. The Court stated: 


The critical facts for present purposes 

are that at the time of Alaska's tender 

(1) the ability of the holder of a majority 
of the Apco Group's stock to secure working 
control of Energy turned on substantial and 
litigable questions, and (2) at lesst a major- 
ity of Energy's present board, in the Baldwin 
Matter, had acted in a manner which indicated 
that they would not voluntarily accede to 
Alaska's control of bk’ ergy in the event it 
acquired Apco's Energy stock. 


_apree with Energy's position that these 
> mat:.: ts. At the time of the 

A , > appeared 1" -aubsnantial 

Tete ettone stood between if 1 j_its stated 

goal of control of Energy and “hat there 

could La. no assurance that that. litigation 


It is fair to say that Ataska # tender 
materials convey the impression that, while 
not a certainty, séeuiaieton of Apco's Energy 
shares should, through the vehicle of the 
voting trust, enable Alaska to obtain effective 
control of Energy. While it is also revealed 
that tnere were currently differences between 
Energy's Board and Mr. Honig and that Energy 
was itself tendering for Apco's stock and 
resulting control of Apco' s Energy stock, 
nowher2? is it disclosed in Alaska's tender 

that Energy's present board, whose directors 
the voting trustee was directed to follow 

by the Voting Trust Agreement, did not share 
1laska's view that control of Apco's Energy 
shares “should, through the vehi cle 0. the 
voting trust, provice. . . {Alaska} with effective 
control of Energy as well, 


Energy is substantially larger than either 
Alaska or Apco both in terms of assets and 
earnings. In view of Alaska's stated goal 


acquiring. @ control of F nergy, the potential 


FOr. achieving this evel “would bea sif enificant 
a & . n de REL | 
Ww “tot “react tot eo competing offers. ordingly, 
the position m of the Energy Board and a canaas 
bility of litigation before Sontent of Energy could 
be secured was something to which “a reasonable 


man would attach importance in determining his 
choice of action in the transaction in question." 


Rochez Bros., Ine. v. Rhoades, 491 F.2d 402, 
“ er a Pe OP oi . Se 
+US (ord Cir.19/4); Mayer v 


rd me f. 5 . Development Corporaticn 
erica, C.A. 74-73 (D. Del., March 21,1975). 
"s tender was materially deficient in these 

3. (Emphasis Supplied) 


The similarities between the two cases are striking. 
h arose out of hotly contested exchange offers; both centered 
xr a majority stockholder could exercise control over 


target company ets; and both involved an attempt by a 


iller company to take over a larger company. In both cases, 
I ; & p 


the 


com 


by 

ual 
put 
pro 


to 


in 
rea 
mor 
In 
léu 


not 


would-be ma J 


. 
° 
rt 
ww" 

+ 

“< 
1¢3) 
04) 
ry 
c 
an 


ler was opposed by the target 
pany's management; in both, the road to control was blocked 
legal impediments (by-law provisions in this case - contract- 
provisions in Ala ska Interstate); in both there was a dis- 
e between the parties as to the interpretation of those 
visions; and in both, the party seeking control failed 
mention the obvicus impediments standing in its way. 


Plaintiff submits that Judge Stapleton's reasoning 
the Alaska Interstate case is sound and speaks to the 


lities of the situation in both cases Nothing could be 
e important in a contest for control than control itself. 


concluding 


y that the Prospectus was not materially mis- 
ding in failing to spell out the risks that control would 


be forthcoming, Judge Weinfeld erred. It is a measure 


of how wide he was of the mark that he concluded, with re- 


spe 


Swo 


et to the Ashton Affidavit, quoted at pp, 13 and 14, supra and 


rn to less than a week before issuance of the Prospectus, 


that “its tone and emphasis is consistent with the Prospectus 
language, and this is unquestionably so when viewed in its proper 


context.'' (Opinion, p. 35, JA. 735) If this affidavit and the pertinent 


language on page 9 of the Prospectus are placed side by side, the con- 


clusion is inescapable that they are at opposite poles, and 
that Armour's security holders were entitled to the same ex- 
plicit disclosure and candor which it suited Host's purpose 
to exhibit in defense of the Antitrust Action. Judge 
Weinfeld's conclusion is inexplicable in view of the fact 
that he had found that 
"it was manifest that even if General Host 
acquired a majority of the [Armour] stock, 
the battle for operating control would 
continue for a period." (Opinion p.32; JA.732) 
POINT III 
The District Court Erred In Finding 
That The Prospectus Was Not Materially 


Misleading With Respect To The Cash 
Flow Problem. 


— a ee 


[he Cash Flow Problem was also obviously material. 
The Armour shareholders were faced with the choice of retaining 


their Armour ock, taking $72 in casn from Greyhound or 


taking an interest bearing security from Host. Whether 
or not Host would be able to pay the interest on the Deben- 
tures and Host's senior indebtedness was therefore of the 


utmost importance. 


Under the Exchange Offer, if Host received 51% of 
the Armour common stock it would be required to pay annual 

interest costs on the Debentures of almost $10 million at 

a time when its historical pretax earnings were only slightly 
more than $3 million per year. To convince the Armour share- 


holders that this was not a problem and that Host would have 


no trouble paying the interest on its Debentures, llost created 


the illusion that if the Exchan Iffer yielded more than 50% 


of the Armour stock, Host would take control of Armour and have 


ind 


the Armour assets at its disposal. (As discussed in Point II 
above, the Prospectus was materially misleading in this respect). 
But Host also set out to convince the Armour shareholders that 

it had sufficient cash (or, at least, access to cash) to 

service its debts until such time as Host actually obtained 
control of the Armour assets. To that ond, it had omitted from 
the preliminary Prospectus any reference to the Cash Flow Problem. 
In the Prospectus itself, rather than describing the risks 
attending the cash flow question, Hos. inserted the following 


paragraph on page 9 under the caption, "Other Aspects of the 


Exchange Offer" 


"General Host may find it desirable upon 
consummation of the Exchange Offer to pro- 
pose to stockholders of the relevant corpora- 
tions a merger or consolidation of it or 

its present or future subsidiaries with Armour 
or certain of its subsidiaries, or General Host 
may find it desirable to dispose of portions ; 

»f the assets presently held by it or by Armour. 
If no such merger or consolidation occurs, and 

if General Host has not acquired more than 80%, 

of Armour's Common Stock, which would allow it to 
enter into tax-saving arrangements, General Host 
may find it necessary or desirable to increase 
the dividend paid on common stocK by Armour, or 
to incur new indebtedness or issue additional 
equity securities. 


al 


This language was misleading in two principal 
respects. First, it gave the false impression that Host 
would be able to utilize the Armour assets and earnings to 
satisfy Host's cash requirements - by merging the two 
Companies, by increasing the Armour dividends, or by 
entering into a tax saving arrangement. All of these re- 
quired that Host have control of the Armour Board - an 
assumption which was both questionepvle and unstated. Further- 


more, to effect a merger, Hos uld have also required the 
q 


approval of the holder f 2/3 of the Armour shares, a signi- 


ficant obstacle in view of Greyhound's competing tender offer. 
There was no warning that majority ownership by Host would 

not be sufficient to effect a merger even if Host controllea 
the Armour Board. 

Secondly, the language in no way warned the Armour 
shareholders that there was a foreseeable need for Host to 
take any of these possible alternatives. It merely suggested 
that Host “uay find it desirable" to do these things. It is 
inconceivable that any reasonable investor could have con- 
cluded from this paragraph that Host would be faced with a 
serious Cash Flow Problem resulting from the differential 
between Host's obligations on the Debentures and any dividends 
which it might receive from Armour. 

Day testified that immediately following the 
Armour shareholders’ meeting on February 21, 1969, he was 
instructed to prepare a cash requirement analysis which showed 
that,assuming it would take three years for Host to gain control 


of the Armour assets, Host would need an additional $40 to $50 


-35- 


million. (JA. 128). For a company with a net worth of approxi- 
mately $37 million, this is a staggering prospect and should 
have been dealt with in the Prospectus. Could any Armour 
shareholder have reasonably anticipated this type of cash 
requirement on the basis of the language quoted above? 

The securities laws have long since rejected the 


horoscope style of writing prospectuses An issuer cannot 


satisfy its disclosure obligations through bland generalities 
9 


fraught with ambiguities. 
This principle was clearly stated in Gerstle v. 
Gamble-Skogmo, 8 F. Supp. 66 in 1969, affirmed, 478 


F. 2d 1281 (2d Cir. 1973) where the lower court state 


"Under the anti-fraud provisions of the 
Federal Securities Acts, stockholders 
must be fully and completely informed. 
Under these provisions there is no room 
for technical explanations and. tight- 
lipped announcements and all doubt 
arising from ambiguous statements must 
be resolved in favor of the stockhold- 
ers." (at p. 95) 


ehourh not stace. in the Prospectus, Host was 
relying on internal projections of income to service 
the Debentures. The district court found that it would have 


been inappropriate to include these projections as the SEC 


— 


Wx / 

— The district court concluded that the disclosure in the 
Prospectus was. adequate onthe cash flow question, giving “some 
weight to the fact that the Prospectus had been cleared by the 
SEC which had been advised of the problem by Armour. (Opinion p.19; 
JA.719) Such a conclusion was error and this is evidenced by the SEC's subse- 
quent action (73 Civ.275 SDNY) against Host based, among other 
things, upon the misleading character of the cash flow disclosures 
in the Prospectus 


was then taking the position that the inclusion of pro- 
jections was per se misleading. Plaintiff, however, was 
not suggesting that the projections should have been included 


as the plainciff agrees chat these projections were, in fact, 


misleading. Rather, plaintiff contended below that the fact 


that Host was relying on projected earnings should have been 
disclosed. In essence, plaintiff contends if it is misleading 
to use projections, it is even more misleading to use pro- 
jections and not so indicate. This was especially imporcant 
since the defendant's expert witness testified that most 
economists were then looking for a reduction in the economy's 
growth (JA. 512), which would have necessitated an adjustment 
in the Host projections which . 1d been prepared ‘sometime 
before". (JA.476) 

If the Armour shareholders had been informed that 
Host in all likelihood would have had to take extraordinary 
measures to pay the interest on their Debentures rather than 
service them out of internally generated earnings, they may well 


have decided not to accept the Host Exchange Offer. 


POINT IV 


The District Court Erred in Holding That 

Any Material Omissions or Misstatements 

In The Prospectus Were Cured By A Reference 
Buried in An Annex To The Prospectus Or 
Materials Published Or Disseminated Outside 
The Prospectus 


i 


The District Court concluded that the Armour secur- 
ity holders were not misled, stating: 


"Far from being misled, Armour shareholders 
were thus inundated with information concern- 
ing their own corporation's staggered board 
and its cumulative voting provisions. The 
bombardment of the Armour shareholders by 
communications and publications hardly sug- 
gests that they were misled into believing 
that General Host would achieve immediate 
control of Armour's Board of Directors if it 
obtained more than 50% of the Armour shares. 
To the contrary, it was manifest that even if 
General Host aquired a majority of the stock, 
the battle for operating control would continue 
for a period." (Opinion p. 32; JA.732) 


The court's conclusions were in error for four 


reasons: (1) the Prospectus told 1othing of the battle that 


lay ahead, much less intimate its possible magnitude, (2) 
"piecemeal disclosures" and "buried facts" cannot cure 4a mis- 
leading prospe rus, (3) the representations made by the Armour 
management tended to buttress the misapprehension that 1f 

Host acquired more than 50% of the Armour stock it would achieve 
operating control; and (4) mere disclosure of the staggered board 
and cumulative voting provisions in an annex without a cross refer- 
ence or an explanation of their significance, was not suffi- 


cient to apprise the Armour stockholders of the Control Problem. 


(a) Reference to the Staggered Board and 
Cumulative Voting in an Annex to the Prospectus 
was Inadequate Disclosure of the Control Problem. 


The conclusion that a routine reference to Armour's 
cumulative voting and staggered board provisions on page 
A-9 of Annex A co the Prospectus satisfied defendant's obligation 
to make full disclosure regarding the risks involved in Host's 
ability to be assured of immediate control of the Armour 
board cannot be reconciled with the undisputed significance 
of failure to achieve such control. (JA, 162) The facts should 
have been highlighted in the body of the Prospectus in the 
context of the statements made at p.9 which represented that 
Host would have the ability to control Armour’'s assets, and 
should have been described in the same detail as they were in the 
Ashton Affidavit. Their "piecemeal presentation" in the annex (which 
" 


in itself was inadequate) ''..was inadequate disclosure under the 


securities laws."' Kohn v.American Metal Climax,Inc. ,458 F.2d 255,265 


(3rd Cir.), cert. denied, 409 U.S. 874 (1972); Gould v. American- 


Hawaiian S.S.Co., 331 F.Supp. 981, 996 (D.Del.1971); Norte & Co. 


v. Huffines, 304 F.Supp. 1096, 1106 (5.D.N.Y.1968), modified 


on other grounds, 416 F.2 9 (2d Cir. 1969), cert. denied, 397 


U.S. 989 (1970). 


la Mills v. Electric Auto-Lite Co., 403 F.2d 429 
(1968), vacated on other grounds, 396 U.S. 375 (1970), the 
Seventh Circuit held that a misleading statement made in the 
forepart of a proxy statement in bold letters could not be 
cured by a second, less prominent statement in the latter 
part of the proxy statement. In Mills, shareholders of two 
affiliated companies were being asked to approve a merger. 
In the forepart of the proxy statement in BOLD type was a 
statement to the effect that the Boards of both companies 
had approved the merger. Although this was true, it was mis- 
leading without knowledge that the Boards of the two companies 
shared four of eleven directors which was disclosed in a 
less conspicuous manner. The court ruled that this imbalance 
of disclosure rendered the proxy materials misleading. stating: 
"We conclude, in agreement with the district 
court, that as a matter of law the proxy state- 
ment failed, in connection with the advice ten- 
dered by the board, adequately to bring out the 
relationship between the board members and 
Mergenthaler. This, in terms of the rule, was 
an omission of a material fact necessary in 
order to make the statements therein not mis- 
leading." 403 F.2d at 435. 
Here, even had an extraordinarily diligent investor 


unearthed the brief reference to the cumulative voting pro- 


visions, he would not have known its significance as the Prospectus 


nowhere disclosed that a staggered board and cumulative voting 


might prevent Host from ever gaining control of the Armour 


board and would prevent Host from using the Armour assets 


and earnings to satisfy its own cash needs as represented 
in the section entitled "Other Aspects of the Exchange 
Offer" on p. 9 of the Prospectus. 


As the District Court observed in the Kohn case, 


"The Securities Exchange Act requires more 
than disclosure, it requires adequate dis- 
closure. The more material the facts, the 
more they should be brought to the attention 
of the public. To view it otherwise would be 
to invite frustration of the policies under- 
lying our disclosure laws. Accordingly, we 
have found certain facts to be ‘buried’ in the 
explanatory materials. These facts should have 
in some way been highlighted to insure that 
the shareholders were aware of them.” Kohn v. 
American Metal Climax, Inc., 322 F.Supp. 1331, 
1362 (E.D.Pa,1970), aff"d as to this point, 458 
F.2d 255 (3d Cir.1972). it ai 


Thus, in this case, the impediments to Host's gaining control 
over Armour and the consequences of failure to gain control 
should have been emphasized, rather than omitted or buried. 
The way in which proper disclosure should have 
been made was well articulated by Mr. Gould at the trial as 
follows: 
"Could it have been done better? Yes, your 
Honor. I am sure that there could have been 
something written on the front page of this 
cover, as we write certain things on the front 
page of every cover in black type saying: By 
the way, we are not sure of getting control. 


By the way, if we don't control, this is what 
is going to happen." (JA. 354-355). 


That is precisely the disclosure and emphasis which could and 


should have been given in the Prospectus. 


(b) Materials Published or Disseminated 
Outside the Prospectus Did Not Cure Its 
Material Defects 


In Sonesta International Hotels Corp. v. Wellington 


Associates, 483 F.2d 247, 255 (2d Cir.1973), this court stated: 

_While the failure of a target company to 
seize an opportunity to rectify claimed 

onipatons may have some bearing on their 
materiality, General Time Cor v. Talley 
Industries, Inc., 403 F.2d 1507 162 (2d Cir. 
1968), cert. denied, 393 U.S. 1026 (1969), 
and while it would have been in the irterests 
of disclosure for Sonesta itself to have drawn 
its stockholders’ attention to the possible 
consequences of their tendering Sonesta shares, 
which Wellington had omitted, it would emascu- 
late the purposes of the Williams Act to allow 
the offeror to look to the target company to 
remedy the offeror's own material deficiencies 
in disclosure. The obligation is placed 
square ty on_those making the offer in the 
first instance to disclose all “material 
acters aeceseaer’€ to make their offer not 
misleading. That duty cannot be shifted to 


the shoulders of others. (emphasis added) 


Moreover, in Titan Group, Inc. v. Faggen, 513 F.2d 
(2d Cir.1975), this court reiterated: 


"In cases involving non-disclosure of 
material facts, even when coupled with access 


to the information, materiality rather than 
reliance’ thus becomes the decisive element of 
causation. See, e.g., Metro-Goldwyn-Mayer, Inc. 
v. Ross, 509 F.2d 930 (2d Cir. 197: 5); S Steir v. 
Smith, © “4.73 F.2d 1205 (5th Cir.1973). And de- 
termination of materiality allows logically 

an inference of reliance. Chris- Cratt Industries 
Inc. v. Piper Aircraft Corp., 480 F.2d 341 (2d 
Cir.), cert. denied, 414 U.S. 910 (1973). See, 
gene ally, Note 88 Harvard L. Rev. 584 (1975)" 
emphasis added) 


Those decisions are consistent with the holding 
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of the Third Circuit in Kohn v. American Metal Climax, Inc., 
supra, 458 F.2d at 265, as follows: 


"Defendants contend that although their 
own presentation may indeed have been piece- 
meal, the shareholders were fully apprised of 
the benefits accruing to AMAX by means of the 
letter of plaintiff Kohn which was included in 
the proxy materials sent pursuant to court order 
and which urged the shareholders to vote against 
the proposal. It is true that proxies need not 
contain information contained in other solicita- 
tion material as long as the proxies clearly 
refer to such other material. See Rule 14a-5, 

17 C.F.R. §240.14a-5(c). But a reading of Rule 
l4a-5 in its entirety reveals that its sole 


purpose is to control the manner of presentation 
of data within proxies. It is aimed at reducin 
repetition within materials sent to stockholders. 


It does not authorize opposing sides in prox 


contests to use one another's materials refer- 
ence. Consequently, any otherwise material vio- 
[ation of the Wacticute rules is not obviated 
by referring to materials of an opposing solici- 
ting party. The result is the same even if the 


issue is considered apart from Rule 14a-5." 
(emphasis added) 


Accord: Ronson Corporation v. Liquifin Aktiengesellschaft, 
370 F.Supp. 597, 602 (D.N.J.1974), aff'd on other grounds, 497 F.2d 
394 (3d Cir.1974) 

In concluding, nevertheless, that adequate disclosure 
was made on consideration of the "total mix" of the information 
conveyed to the Armour security holders, the district court lost 
sight of the realities of the situation and mis-applied the prin- 
ciple of those cases (derived in completely different contexts) 
that materials outside the Prospectus can be taken into account. 
The fundamental principle is to determine whether there is balanced 


disclosure. Disclosure cannot be balanced unless it is effective. 


That was enunciated in Smallwood v. Pearl Brewing Company, 
489 F.2d 579 (5th Cir.), cert. denied, 95 Sup. Ct. 134 


(1974), relied on by the district court, as follows: 


[It is} "important to put to rest one of the appellees' 
arguments on which we do not rely; that is, 
that the disclosure in the proxy materials of 
the power of the Pearl Board to waive the 
underwriting commitment immunized a lack cf 
Similar disclosure in the November 18 letter. 
We cannot accept the premises that prior dis- 

- hp 
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closure in one communication will automaticall 
NT MIE eee: seam SI 
excuse omissions in another. AS we indicated 
above, the adequacy of disclosure is a function 
_ . Se Tl DneseeE yeme-en, <apCGe ~—y a ae 
of position, emphasis, and the reasonable anti- 


cipation that certain future events will occur. 
Perception of future events may take on a dif- 
Ferent cast as the future approaches, and, what 
is more important, later correspondence may act 
to bury facts previously disclosed. A balance 
once struck will not ensure a balance in the 
future. As new communications add a dash of 
recommendation, a pinch of promise, and a dust- 
ing of repetition, the scale may be tipped. To 
prevent an injustice to the shareholders, the 
elements must be weighed each time that the - 
shareholders are requested (or encouraged) to 
make a new decision. See Chris-Craft Industries, 
Inc. v. Piper Aircraft Corp., supra 480 F.2d at 
365 n. 18."" 489 F.2d at 606. (emphasis added) 


The reference in Smallwood to Chris-Craft relates to 


the holding by this Court that disclosure of certain facts in 


"a detailed and extremely complex prospectus,... 
excuse failure to make the disclosure in letters sent to 


the stockholders. Chris-Craft Industries, Inc. v. Piper 


Aircraft Corp., 480 F.2d 341, 365 n.18 (2d Cir.1973), cert. 


denied, 414 U.S. 910 (1973). The part of the Chris-Craft 


opinion on which defendants relied in the district court 


emphasized that in the letters in which disclosure was made: 


"The nature of the Piper family's personal 
stake in the exchange offer was fully de- 
scribed. We therefore conclude that this 
omission was rendered harmless."" 480 F. 
2d at 37723/ 


As will be discussed more fully below, 
the alleged curative statements in this case were in- 
sufficicat in substance to effectively offset Host's omissions 


as they did in Chris-Craft. Furthermore, the statements of 


the Armour management were contained in documents, the major 
thrusts of which were to affirm the misleading aspects of the 
Host Prospectus. The alleged curative statements were also 
made in the context of other matters and completely unrelated 
to the misleading statements which they were alleged to cure. 


Lastly, they were made out of time sequence - either in ad- 


4 
vance of the Prospectus or late in the Exchange Offer period. 28/ 


237 The court in Chris -Craft held it to be a material omission 
‘that the stockholders were not informed of a "put," whereby 
Grumman was permitted to return the entire 300,000 shares which 
it had acquired, in return for its purchase price, although the 
"put" had been described in Piper's application for listing with 
the New York Stock Exchange. 480 F.2d at 365. 


24/ It is important to note that there was an element of estoppel 
present in Chris-Craft that is not applicable to the Armour 
shareholders. in Chris-Craft, the plaintiff was not a shareholder 
caught in the middle of the struggle for control, but rather, 

one of the contestants in that struggle. Indeed, it would have 
been difficult for Chris-Craft, the author of the curative state- 
ments, to contend that its attempts to cure the misleading state- 
ments made by the Piper management were inadequate. No such 
estoppel principle applies in this case. 


tm 


In Smallwood v. Pearl Brewing Company, supra, the 


plaintiff contended that the failure of merger proxy materials 


to note that the corporation being acquired could waive a 
condition to a merger - that the acquiring corporation obtain 
an underwriting commitment with respect to the shares it was 
issuing - was misleading and in violation of rule 14a-9. The 
defendant contended that the reproduction of the entire merger 


agreement (including the waiver provisions) in an appendix to 


7 


the proxy statement was adequate notice under the circu “tances. 
On appeal the Fifth Circuit took notice of the balanced dis- 
closure doctrine, but reasoned that failure to highlight the 
waiver provisions was justifiable, since at the time the proxy 
statement was published it was not reasonably foreseeavie that 
the surviving corporation would not be able to obtain the 
required underwriting comm tment. In this regacd, the court 
stated: 


"Tt is enough that proxy statements be complete 

and not misleading in light of the circumstances 
existent and reasonably anticipated at the time 
distributed. See Rule 14a-15, 17 C.F.R. §240.14a-5; 
Miller v. Steinbach, S.D.N.Y. 1967, 268 F.Supp. 

£25) 400 


Smallwood ftaile ed to produce. any evidence at trial 
that as of August 12, 1969, the defendants antici- 
pated, or eeera ive anticipated, “that. “Southdown 

jould be unable t “Eo obtain an “underwriting c 7 it- 
ment pursuant to the merper apreement. The con- 
tradicted testimony was that Pearl’s attorne 
Guenther, sought and received confirmation f cm 
Lehman Brothers before the merger agreement Wa 
signed that such a firm commitment was possible, 
foreover, Lehman Brothers was prepared, at least 
into November 1969, to go through with the under- 
writing. We find that there was ample evidence 
for the jury to find that considering the totality 
of circumstances the waiver power was adequately 


disclosed. 


zxkk 


“We base our holding on the lack of evidence that 

anyone should reasonably have anticipated that 

the waiver provision would be material to the 

shareholder's decision to approve or disapprove 

the merger. (Tfmphasis Supplied) 25/ 

The Fifth Circuit emphasized that the plaintiff had 
submitted no evidence to indicate that at the time the proxy 
statement was distributed it was reasonably foreseeable that 
the requirement for an underwriting commitment could not be 
met. The trial court here viewed the issue in terms of 
whether the defendants might have reasonably thought that Host 


would obtain control of Armour if it secured more than 51% of the 


Armour stock. The decision in Smallwood, however, requires 


a finding of the converse - namely, that it was not reasonably 


foreseeable that Host might be unable to obtain control of 
Armour, either immediately or eventually. No such finding 
could be made on the recc d here. Ashton, Host's President, 
only a few days prior to the effective date of the Prospectus, 
had submitted an affidavit in the Antitrust Action to the 
effect that the acquisition of a majority of the Armour sh.res 
would not give Host control of Armour because of the staggered 


board and cumulative voting provisions. (See pp.13-14 supra.) 


257 Although the Fifth Circuit was apparently reluctant to 
reverse the finding of the jrv~y, it nevertheless did undertake 
a review of the disclosure mede by the defendant. 


Bettauer testified that he had discussed with high corporate 


officers of Host immediately prior to the effective 


date that Host would have "a difficult time" if it obtained 


less than 80% of the Armour shares. (JA. 148). Furthermore, 
Host was fully aware of Greyhound's presence and the deter- 
mination of the Armour Board to fight a Host takeover. Thus, 
unlike Smaliwood, there was uncontroverted evidence that the 
undisclosed contingency was not only foreseeable but, in 
fac., foreseen. 


Missouri Portland Cement Co. v. argill nc., 498 


gill, Inc., 


F.2d 851, 873 (2d Cir.), cert. denied, 95 Sup. Ct. 150 (1974), 
cited by the district court, is also inapposite. There the issue 
was whether the possibility of an antitrust violation should 


have been disclosed. The district court found that: 
" (it would not have been unreasonable for 
aad 
Cargill” S$ Management to have concluded atter 
appropy late inquiry y that no Substantial antitrust 


stacles § stood in the way of its acquisition, 
There syrefore, under the ~aivcoustaaees before us, the 
possibility that the acquisition would result in 
antitrust violations, a possibility that exists 
with every merger, need not have been disclosed 
to Missouri Portland's shareholders.” 498 F.2d 
at 872, n.44 (2mphasis supplied) 


This Court agreed with that analysis, but went 


further, concluding that: 
"  .under the circumstances it would have been 
reasonable for Car rgill's management to conclude 
rhat no antitrust obstacles actually existed.’ 
493 F.2d at 872. 


It was immediately following that conclusion that the Court 


stated: 


"Courts should tread lightly in imposing a 
duty of self-flagellation on offerors with 
respect to matters that are known as well, 
or almost as well, to the target company; 
some issues concerning a contested tender 
offer can safely be left for the latter's 


ni 
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riposte."" 498 F.2d at 873 


The distinction from this case is apparent. Host 
and its executives knew that "substantial...obstacles stood 
in the way of..." their achieving timely control of Armour. 
The Prospectus gave a contrary impression, omitting to state 
the necessary, material facts The narrow exception to the 
balanced disclosure doctrine carved out in the Smallwood and 
Missouri Portland cases requires a finding that the undis- 
closed event could not be foreseen, not that it was fore- 
seeable that it might not occur, 

Moreover, Armour's "riposte" did not adequately 
disclose what the Host Prospectus had materially r srepresented 
and omitted. One such communication was theArmour letter to 
its shareholders dated January 9, 1969 and reprinted in the 
Wall Street Journal on that date (approximately three weeks 

(JA. 1084 and 1085) 
before the Exchange Offer) (Def. Ex A-25 and A-26). It began 
by stating: 

"General Host...has filed a Registration 

Statement covering an Exchange Offer it pro- 


9ses to make to Armour stockholders in an 
efort to obtain control of Armour." 
' 


The letter went on to discuss the "Packers" consent decree 


1920 and how a takeover by Host would violate that decree, 


concluding: 


"In the opinion of Sullivan & Cromwell and 
Kirkland, Ellis, Hodson, Chaffetz & elasters, 
Counsel to Armour, control by General Host, 

as now constituted would be a flagrant viola- 
tion of the princtples of the Packers” Consent 
Decree of 1920." Gastaate supplie 


At the end of the letter is a discussion of the cash flow 
question in which the following referen:e to the Armour 
Staggered board appears: 


"so long as there continue to be any public 
Aa eG ice 
stockholders Armour, even if Genera ost 


were in ey of Armour's Board of Directors, 


which is classified and elected for three-year 
terms, General Host could not use Armour's 
assets and cash flow -- except by the declara- 
tion of dividends -- to service General Host's 
indebtedness."' (emphasis suppliea) 


This letter vas clearly designed to warn the Armour 
shareholders not to accept the then proposed Host Exchange 
Offer because of the potential antitrust and cash flow pro- 
blems. These statements equated Host's ownership of 
a majority of Armour stock with control of Armour, although 
suggesting that as a fiduciary Host would be unable to use the 
Armour assets for its own purposes. The single elliptical 
reference to Armour's siaggered board, tucked away in a dis- 
cussion of the Cash Flow Problem at the end of the letter, 
could not dispel the dominant and false impression created 
in the first part of the letter that "control" of Armour would 


pass to Host. 


On January 17, 1969 (approximately two weeks before 


the Exchange Offer), Arm yur sent to its shareholders proxy 


materials for the election of directors for the annual meeting 
: (JA. 1089) 
to be held on February 21, 1969 (Def. Ex A-29). Although the 


proxy statement mentions (i) that Armour's board of directors 
is classified, (ii) that 6 of the 17 directors are to 
be elected at the annual meeting and (iii) that cumulative 
voting applies, it makes no mention of the impending Exchange 
Offer or in any way indicates that there is a relationship 
between the election of directors at the annual meeting and 
Host's ability to take control of Armour in the event it ac- 
quires a majority of the Armour stock. Indeed, because of 
the separation in time and the want of an expressed relation- 
ship between the two documents, an Armour shareholder reading 
the Prospectus would have likely concluded that 
the election of directors as contemplated in the Armour 
management's proxy statement would be superseded in the event 
Host acquired a majority of the Armour shares. 

On February 10, 1969 (11 days after Host made its 
Exchange Offer), the Armour management sent a final letter (JA. 
1435-1442 ) to its shareholders (which was also reprinted in the 


(JA. 1443) 
Wall Street Journal - Def.Ex. A-65) together with supplemental 


(JA. 1435-1442) 
proxy material (Def.Ex. A-64). The letter made no mention of 


either the cumulative voting or the staggered Board provisions. 


Instead, it concentraced on the Cash Flow Problem and, if 
anything, tended to reinforce the false impression conveye: 
by the Prospectus that Host would obtain control of Armour 
if it acquired a majority of the Armour shares. Thus, it 
concluded: 
"There is no assurance, however, that Greyhound 
will retain the Armour shares acquired by it, 
if General Host acquires more than 50% of the 
Armour shares.' 


Although this letter was intended to cause the un- 


committed Armour shareholders to tender to Greyhound because 


cf the uncertainties posed by Host's Cash Flow Problem, it may 
26/ 
well have had a reverse affect. The letir was tnaailed on 


February 10, 1969 and stated that "Tke Greyhound offer expires 
February 10, 196, unless extended." It also implied that if 
Host was successful, it would cause the two companies ta merge 
and Host would dig deep into the Armour assets to service its debts. 
Thus, the Armour shareholder receiving this letter (and who had 
not already tendered) might have noted that it was tor .7te to 
tender to Greyhound, and faced with the decision of eir...c holding 
Host Debentures and Warrants or Armour common stock might have 
decided in favor of the Debentures and Warrants. After all, 7 i 
Host was successful and things were as bad as Armour had 
described, the Armour shareholder was better off holding debt 

26/ Under the terms of the Exchange Offer all tenders of Artour 
Shares were irrevocable. Thus, an Armour shareholder who had 
previously tendered his shares and who, by reason of the Armour 


disclosures became aware of the problems confronting Host, could 
not have revoked his tender. 


and equity securities of the combined companies. On the 
other hand, if Host did not get a majority »f the Armour 


common stock, he would get his Armour common stock back. 


The only references to the staggered board and cumu- 
lative voting provisions were contained in the accompanying 
supplemental proxy material, which was not reproduced in the 
media. The supplemental proxy material was primarily designed 
to satisfy the requirements of Schedule 14B for contested 


elections and was filled with detailed information concerning 


management's nominees for the Armour Board and all purchases and 


sales of Armour stock by its Board members during the preceding 
two years. It is important to note that Armour sent two 
separate documents - the letter which related to the Exchange 
Offer and the supplemental proxy statement which related to 
the election of directors at the annual meeting - with no 
indication in either document that one had any bearing on the 
other. 

As noted above, the January 9, 1969 letter in two 
fact-filled paragraphs also discussed Host's potential problem 
in servicing its debts. This discussion, however, was in 
terms of Host's per share earnings (with references to the 
dilutions that would be caused by the exercise of the Warrants) 


and not in terms of Host's cash flow, and concluded with the 


following statement: 


"But these figures do not mean that 
General Host would have the cash flow 
necessary to service its greatly increased 
debts." 


The average investor having read this statement might have 


deduced that the Armour management was conceding that Host would 
probably have sufficient funds to pay the interest on the 
Debentures, but was merely mentioning these figures as a 
speculative possibility. Indeed this language is followed by: 

"In contrast to these dubious and specu- 

lative values, Armour's prospects were 

never brighter." 
It was only when the Armour shareholders received the second 
letter from the Armour management, dated February 10, 1969, 
(the eleventh day of the Exchange Offer) that they were told 
that "General Host's pro fo.ma operations simply will not 
generate enough cash to meet its interest requirements unless 
it can ultimately merge with Armour." At that point, it may 
have been too late, since the Armour sharehclders were not 
given the opportunity to revoke their tenders made prior to 
the expiration of the tender offer. 

In any event, the second letter did little more 
than raise the Cash Flow Problem. The arguments of the Armour 
management in that letter were based upon Host's "reported" 


earnings for the fifty-two week period ended October 5, 1968 


and certain assumptions made by Armour. The Armour management 
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made no claim of actual knowledge of Host's financial status 


and made no attempt to analyze Host's cash position, its un- 


tapped credit lines or to take into consideration the changes 


in Host's capital structure after October 5, 1968. Thus, the 
second Armour letter did not provide sufficient information 
on which the Armour shareholders might have reached a 
reasoned decision as to the magnitude of Host's cash flow 


problem. 


It is unlikely, however, that the Armour shareholders 
would have given any weight to these communications. On 
January 23, 1969 - approximately two weeks after the first 
Armour letter and one week before the effective date of the 
Prospectus - Armour had brought its action against Host seek- 
ing to enjoin the Exchange Offer on the basis of alleged mis- 
leading statements in the preliminary prospectus. On January 
27, 1969, Armour's application for a temporary restraining order 
was denied and a few days later Armour's motion for a prelimin- 
ary injunction was likewise denied. The Prospectus, on page 
8, pointed out that the court had denied Armour's petition 
for a restraining order. Armour's second letter disclosed 


the denial of its motion for a preliminary injunction. 


The Prospectus also contained a discussion of the 
ex parte efforts of the Armour management to have the Exchange 
Offer blocked by the Illinois Security Commission and Armour's 
unsuccessful effort to have the Justice Department block the 


Exchange Offer on anti-trust grounds. Thus, the Prospectus 


«Shs 


belittled the objections being raised by the Armour 
management as the desperate efforts of a management out 

to protect its jobs at all costs. In fact, Glynn testified 
that Host's impression «-s that the Armour management “was 
prepared to do anything regardless of whether or not it was 
detrimental to the interest of the Armour shareholders" 


to defeat Host. (JA. 232-3). 


Furthermore, Host's disclosures were made in a 
document which had been cleared by the Securities and Exchange 
Commision, a fact which the trial court thought deserved 
"some weight". The Armour management, on the other hand, was 
making its claims in letters and paid advertisements which 
were not subject to regulatory review. Therefore, even assuming 
that the Armour letters had made all of the necessary disclo- 
sures, they would have been insufficient to overcome the mis- 
leading impression conveyed by the Prospectus. 

As the district court found, the Armour shareholders 
were "inundated" and "bombarded" on all sides. Clearly, they 


were entitled to look to the Prospectus itself as the lodestar 


to guide them through the maze; and, in all probability, they 


viewed it as such. Viewing the "total mix" in the circumstances 

of this case, it cannot be fairly concluded that the misstatements 
and omissions in the Prospectus itself were cured by outside com- 
munications. In so concluding, on the undisputed facts, the 


district court was in error. 


POINT V 


Plaintiff Has Established The 
Element of Scienter 


) 


Since the district court based its decision on the 
conclusion that there were no material misstatements or 
omissions, or, if there were, they were cured by the "total 
mix", it had no occasion tc address the question of "scienter”. 
There can be no doubt that the defendants were acutely aware 
of both the Control and Cash Flow Problems. In fact, within 
a week before the effective date of the Prospectus, Host had 
been forced to consider both of these issues. The government 


in the antitrust action had asserted that Host's proposed 
prop 


acquisition of Armour shares would violate the Packer Decree. 
In response to this move, Ashton, the President of Host, submitted 
an affidavit strongly maintaining that ownership of a majority of 
the Armour common stock would not sive Host control of Armour. 
Similarly, the constant attacks by the Armour management had 
forced Host to prepare cash flow projections which it submitted 
to the SEC staff. 

The record clearly establishes sienter on the part of 
Host and its principal executives, Ashton and Pistell, beyond 


doubt. Ashton tescified that he and Pistell were responsible for 


preparing the Prospectus (JA. 398); he personally reviewed the 


Prospectus (JA. 413); he always realized that having a control 


block was not the same as having control of the company, 


and he knew that it might take as much as two years - through 
three annual meetings - to achieve control. (JA. 414-415). His affi- 
davit in the Antitrust Action - sworn to only a few days before the 
Prospectus became effective - spelled out in detail the problems 
that Host faced in obtaining control of Armour. The very fact that 
he found it significant to submit this affidavit in the Antitrust 
Action is evidence of his awareness of the control problem. 
Pistell, like Ashton, in October 1968 reviewed the Master 
Plan in which the legal questions posed by Host's takeover strategy 
were anticipated. The failure of Pistell and the other defendant 
directors of Host to testify in their own behalf gives rise to an 
inference that their testimony would have been adverse to them. 


See Stonehill v. Security National Bank, CCH Fed. Sec. L. Rep. 


495,224 (S.D.N.Y. 1975) at p. 98,177. These defendants "either 
knew the materi acts that were misstated or omitted and should 
have realized their significance, or failed or refused to ascertain 
and disclose such facts when they were readily available to [them] 
and [they] had reasonable grounds to believe that they existed.” 
Cohen v. Franchard Corp., 478 F. 2d 115, 123 (2d Cir. 1973). See 
also Chris-Craft Industries, Inc. v. Piper Aircraft Corp., 480 F, 
2d 341 (2d Cir. 1973, cert. denied 414 U.S. 910 (1973). That test 
is satisfied not only as to Host, Ashton and Pistell, but also as 


to all of the Hust directors. 


Defendants Allen Co. and Allen Inc. likewise were fully 
y) 
aware of the deficiencies of the iucgecear Herbert A. Allen, one 
of the two general partners of Allen Co. and the President of Allen 
Inc., testified that he had read and understood the Prospectus 
thoroughly (JA. 263); that Allen Inc.'s job was to perform a full 
review of the Prospectus; and it was their obligation to perform 
such a review (JA. 274). Having assumed that responsibility, it 
was reckless of Allen to cavalierly disregard the question of 
control, particularly when he was fully aware of the antagonism 
for Host harbored by the Armour Board (JA. 262). In fact, when he 
was questioned regarding the control problem, he testified that 
he was not employed by Host to reuder legal advice (JA.269). 
His reckless attitude can be guaged from the following 
testimony: 
"Q. Did you consider General Host's ability to 
get more than a majority control of the Armour board 
of directors an important fact in advising General 
Host on how to proceed? 
A When? 
Q. Let us say between the time you were first 


retained as dealer-manager and the expiration of the 
exchanpe offer. 


27/7 Judge Weinfeld also stated that he assumed "that a company 
that is preparing a tender offer obviously is discussing (with 
its investment banker) almost every fact that is pertinent to 
the situation, the market as well as the lender of the company." 
(JA.257). 


A. I didn't direct myself to the subject during 
period of the tender offer. 


Q. How about prior thereto? 
A. Following the tender offer -- 
Q. I said prior. 


A. Prior to the tender offer I was aware that 
Armour had a staggered board -- and that Host would 
have to deal with this problem accordingly. 


Q. When you say it would have to deal with this 
problem accordingly, did you have anything in mind 
as to how it would proceed with the problem aside 
from discussions with management in trying to use 
persuasion? 


4. I don't remember having anything specific 
outside of what I spoke about during the period of 
this testimony this morning, the three or four 
things that I discussed with you. 


©. Did you seek any legal advice at that time 
concerning what steps might be taken through court 
acticn to achieve that result? 


#.. L believe I discussed it with Harris Ahston. 
I dor't believe that I personally sought any legal 
advice with respect to the subject. 


©, What did you say to Harris Ashton and what 
he say to you? 


A. Roughly characterizing, I think I said that I 


do whatever you car. in order 


cisSapreeing 


Did he savy 
to deal wi 


in mind? 


A. 1 don't -- I don't recall tf J. d64¢..-7% 
really thought that my theory, which was a 
business theory, which I had seen applied success- 
fully recently, would have sufficed, but I didn't 
really consider the staggered board a significant 

vs " ) 9 ¢ 73/ . 
problem. (JA 264-266) £9 


Defendants claim that they had no reason to suspect 


Host would have any difficulty in obtaining control of Armour 


29/ 


if Host acquired a majority of the Armour shares. In support 
of this claim, they pointed to the opinion expressed by Herbert 
A. Allen that based upon his experience in the National General- 
Great America contest for control (JA. 268 ), the Armour 
Board was bound to surrender in the face of Host's obtainin 

more than 50% of the Armour shares. The defendants also pointed 
to an opinion of an associate of Connolly, Bove & Lodge, dated 
February 7, 1969 (8 days after the effective date of the Pros- 
pectus), to the effect that the Armour management could not 
prevent Host, as a 51% stockholder, from calling a special 
meeting of the Armour shareholders for the purpose of amending 


28/ As Dealer-Manager under the Prospectus, particula::ly having 
assumed the obligation of a thorough review of the Prospectus, 
Allen Inc. is fully liable for its material defects. Chri«-Craft 
Industries, Inc. v. Piper Aircraft Corp., supra, 480 F 2d at 3/0. 
Kllen’s testimony establishes that his company did not "reach a 
careful, independent judgment based on facts known to :.t as to 

the accuracy. . ." of the Prospectus. Id. at 371. The opposite is 
true. There was a complete abdication of the underwriter's duty. 
See Sanders v. John Nuveen & Co., Inc., CCH Fed. Sec. ‘4. Pep. 


995,347 (7th Cir. ) 
29 / In contrast to this contention, McDowell, a Vice President of 
Allen Inc. assigned to the Exchange Offer, stated in a deposition 
taken on February 19, 1969 (only 5 days after the Exchange Offer) 
that Host having ottained 51% of the Armour stock had "a reasonable 


chrnce'’ to obtain control of Armour (JA. 799). 


the by-laws to delete the staggered board and cumulative 
voting provisions. This opinion, however, stated that 
t’.e Delaware statute .as silent on the question and that 


there were no decisions on it. (Def. Ex.A-61; JA.1432) 


defendants could not have derived any comfort 
rom these opinions, much less assurance that the road to 
control would be so clear as to justify their failure to 
mention in the Prospectus the pending obstacles - obstacles 
which they deemed so substantial in defending against the 
government's motion in the Antitrust Action, The 
very fact that Host thought it important even after the 


effective date to obtain the opinion of its Delaware counsel - 


an opinion which was far from conclusive - is evidence of 


Host's deep awareness of the seriousness of the problems 


which it was secking to suppress. 


ie 
The District Court Erred In 
Dismissing The Action Against 
Allen Co. 


At the conclusion 
the complaint insofar as it pertained to Allen Co. 
ruling was erroneous. The evidence established that Allen Inc, and 
Allen Co. were so closely interrelated as to make Allen Co. liable 
for the actions of Allen Inc. for two reasons: (1) Allen Co.'s 
establishment of Allen Inc. was in itself a fraudulent and 
deceptive scheme in violation of Section 10(b) designed to misleac 
the investing public to believe thst Allen Inc. and Allen Co. were 
one and the same company; and (2) Allen Co. was a controlling 


person of Allen Inc. and under Section 20(a) is liable for the 


latter's violations of the provisions of the Securities Exchange Act 


Allen Co. was at the time of the Exchange Offer a 


limited partnership, having been engaged in various aspects of 
(JA. 649) 

the securities business since its formation in 1922 (Stip. aes 

At that time, the general partners of Allen Co. were Herbert A. 

Allen and C. Robert Alicn, III and the limited parcners were 

various members of the Allen family and trusts for the benefit 

(5A. 649-650) 
of the Allen family. (Stips. 2 and 3). 
Allen Inc. was formed in 1964 to take over the under- 

(JA. 649) 

writing functions theretofore performed by Allen Co. (Stip. 2). 

At all times relevant to this actior.,, the general partners of 


Allen Co. and three of its limited partners (including the spouse 


of a limited partner) in the aggregate owned 50.5% of the Allen 


& 


Inc. shares, with the balance being owne? by app. ximatel 
former employees of Allen Co. Substantially all of the non-Allen 
. family shareholders were officers and/or employees of Allen Inc. 
4 (JA. 649-650) 


or Allen Co. (Stip. 3). 


Durine all rclevant periods, the Board of Directors of 


Allen Inc. was comprised of 15 persons, including Herbert Allen 
, C. Robert Allen, III and Herbert «4. Allen Herbert Allen, a 


former general partner of Allen Co. and the father of Herbert A. 
Allen, served as Chairman of the Board of Allen Inc.; and Herbert 
(JA. 649, 651-652) 
A. Allen served as the President of Allen Inc. (Stips. 2, 6 and 7). 
Between the time of its formation and through the period 
of the Exchange Offer, Allen Inc. and Allen Co. maintained offices 
at the same business location and shared a common back office. The 
personnel in that back office performed services for both Allen Co. 
and Allen Inc. and for the most part were paid by Allen Co. From 
time to time, Allen Co. pactioipeten om investment opportunities 
brought to it by Allen Inc. (Stip. 5); and Allen Co. made subor- 


dinated loans to Allen Inc. in order to finance the underwriting 


activities of Allen Inc., which loans were customari’y repaid 
; (JA. 650) 
after the underwriting. (St:p. 3). During the Exchange Offer, 


checks of certain solicitirg dealers intended for Allen Inc. were 


made payable and sent to Aller Co Such funds were routinely 
(JA. 652) 
turned over to Allen Inc. (Stip. 12). Allen Co. and Allen Inc. 


even had logos that were virtually the same 


eALLEN & COMPANY 


INC ORPOKATED 


CALLEN € COMPANY 


ed ig22 
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The evidence is clear that Allen Co. and Allen Inc. 
were in essence one and the same person and that they intended 
to convey that appearance. Day even testified that he "never 
made any distinction between Allen & Co. and [Allen Inc.]." 
(JA. 116). There was a hich degree of common ownership (50.5%). 

wey shared chief opereting officers as well as back office 

personnel; they also snared back offices. Furthermore, Allen Co. 
paid the salaries of shared personnel and put up the money necessary 
for Allen Inc. to engage in the underwriting business. Allen Co. 
had stepped aside to permit Allen Inc. to take over its under- 
writing personnel and underwriting business. 

Although courts are generally reluctant to pierce the 
corporate veil without proof of a complete disregard of corporate 
form, this action involves securities dealers, raising other 


ce / 
considerations. The manner in which Allen Inc. came into being and 


— See Bangor Punta Operations, Inc. v. Bangor & Aroostook 
7.0, 34 ©. CE; Bore 2584 LT O77) in which the Court stated: 


“We are met with the argument, however, 
thet since the present action is brought 
in the name of respondent corporations, 
we may not l»ok behind the corporate 
entity to the true substance vf the 
claims anu the actuai beneficiaries. 

The estabiish« 1 iaw is to the contrary. 
Altnough a corporation and its shareholders 
are deemad senasate entities for most 
purposes, the corporate form may be dis- 
regarded in the interests of justice 
where it is used to defeat an overriding 
public policy." 


operated was clearly designed to confuse the investing public to 
believe that it was dealing with the old established firm of Allen 
Co. when it dealt with Allen Inc. Their use o° the common 
personnel, common offices, common operating capital, similar names 


and similar logos were all designed to convey this impression. 


The common law has long recognized that the use of 


similar business names can be an unfair or fraudulent practice. 


Accordingly, ali states maintain lists of business entities organized 


and licensed to do business within their state and refuse to allow 
any other similar business to use a similar name without the 


express consent of the previously established firm. Thus, one 


business is prevented from trading on the nome of another. 
See Taussig v. Wellington Fund, Inc., 187 F. Supp. 179 (D. Del. 
1960). 

Recognizing that section 10(b) prohibits all forms of 
deceptive practices in connection with the purchase on sale of 
securities, the SEC has similarly prohibited a broker dealer from 
operating a branch office under the designation of a "division of" 
that broker dealer, BWA, Inc. (SEC 1972) CCH Fed. Sec. L. Rep. 
979,000. In so holding the Commission stated "the potential 
for misrepresentations of the branch office's function is great, 
especially since the branch is new and lacks a past history of 
operations." It has also been held to be misleading for a company 


to use a name which conveyed the impression that it was a securities 


exchange. SEC v. Los Angeles Trust Deed and Mortgage Exchange, 
186 F. Supp. 830 (D.Cal.1960). 


The use of the "Allen & Company" name by Allen Inc. was 
clearly designed to convey the impression that it, Allen, Inc., 
possessed the personnel and financial backing of Allen Co. There 
can be no better evidence of this fact than the statement of their 
own client that he did not make any distinction between the two (JA. 116) 
and the confusion of the broker dealers in the Exchange Offer 
syndicate who sent their checks to Allen Co. instead of Allen Inc. 
If their own clients and the members of their industry cannot 
distinguish them, the investing public should not be expected to 
do so. Here Allen Inc. sought to convey the impression that it 
was the sare person as Allen Co. This in itself was a violation 
of section 10(b) and Allen Co. was a party to that violation. 

Section 20(a) of the Securities Fxchange Act, 15 U.S.C. 
§78t(a) provides another basis for finding Allen Co. liable 
in this case. It provides: 


"Every person, who directly or indirectly, controls 
any person liable under an“ provision of this title 
or of eny rule or regulaticn thereunder shall also 
be liable jointiy and severally with and to the same 
extent as such controlled person to any person to 
whom such controlled person is liable, unless the 
controlling person acted in goo faith anc did not 
directly or indirectly inauce the act or acts con- 
stituting the violation or cause of action. 


The partners of Allen Co., together with the members of 
their immediate families, owned a majority of the voting stock of 
Allen Inc. and served as the chief operat ng officers of Allen 
Inc. As suci, they either controlled or had the power to control 
Allen Inc. Accordingly, Allen Co. und ‘ction 20(a) was 
responsible for the actions of Allen Inc. "unless it acted in goou 


faith and did not directly or indirectly induce the illegal act or 


acts of Allen Inc." Because the acts of Allen Inc. were largely 


wile Bon: 


performed through the person of Herbert A. Allen, one of 


the two general partners of Allen Co., such a claim can 


=a 31 
have no validity. — 


317 See Sanders v. John Nuveen & Co., Inc., CCH Fed, 

Sec. L. Rep. 995, 347 (7th Cir. 1975) in which a company 
placing its senior vice president on a three-man executive 
committee of an underwriter was held liable under 

Section 20(a). 


CONCLUSION 


The judgment of the District Court in favor of 
the defendants should be reversed and judgment should be 
entered in favor of plaintiff and the class. 


Dated: New York, New York 
December 9 , 1975 


Respectfully submitted, 

MILBERG & WEISS 

Attorneys for Plaintiff-Appellant 
One Pennsylvania Plaza 

New York, New York 10001 

(212) 594-5300 


MELVYN I. WEISS 
JARED SPECTHRIE 


Of Counsel 


AARON M. FINE 
DANIEL L. GOLDWASSER 


On the Brief 


STATE OF NEW YORK ),.. . 
COUNTY OF NEW YORK ) °°? 


PATRICIA K. COLE, being duly sworn, deposes and says that she 
is in the employ of Milberg & Weiss, attorneys for the within named 
Plaintiff-Appellant herein, and is over the age of 21 years. That 
on the 7 ¥- day of December , 1975, she served two copies of the 
within BRIEF FOR PLAINTIFF-APPELLANT upon 
each of the attorneys for the respective parties named below, by deposi- 
ting a true copy of the same to each of them, securely enclosed in 
postpaid wrappers in a post office box regularly maintained by the 
United States Government at One Pennsyl: iia Plaza, New York, New ~- 
York, directed to each of them at their iespective alidresses set 
forth below, those being the addresses within the State designated 
by them for that purpose on the preceding papers in this action, or 
the places where they then kept their respective offices between 
which places there then was and now is a regular communication by 
mail: 


LOVEJOY WASSON LUNDGREN & ASHTON, ESQS. 
Attorneys for Defendants-Appellees 

General Host Corporation, Harris J.Ashton 
C.Whitcomb Alden,Jr., Joseph P. Binns 
Leslie W.Scott and Weston E.Hamilton, 

250 Park Avenue 

New York, N.Y. 10017 


HOLTZMAN WISE & SHEPARD, ESQS. 
Attorneys for Defendant-Appellee 
Allen & Co. on 
30 Bread Street 

New York, N.Y. 10004 


HARVEY J.GOLDSCHMID, ESQ. 
Attorney for Defendant-Appellee 
Allen & Co., Inc 

99 Park Avenue 

New York, N.Y. 10016 


HAVENS WANDLESS STITT & TIGHE, ESQS. 
Attorneys for Defendant-Appellee 
Richard C.Pistell 

99 Park Avenue 

New York, N.Y. 


SHEA GOULD CLIMENKO KRAMER & CASEY 

Attorneys for Defendants-Appellee, Allen & Cu. 
330 Madison Avenue 

New York, New York 10017 


Ry m to before me this 
re = day of December, 1975. 


Motery Public, State of New York 
No, 43-4613498 
Qualified in Richmond County 
Expires March 30, 1977 


¢ 
LT ah ARAYA SRL YR ERIC AMEE TY Si’ AEM YT cA ERAT STU LE INN TMP 5 ARNG 2 NSE RATER E NAIR A, (ETE a aA 
: EEO LATOR Ne. it PS 


